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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

SWFT, Judge: These cases are consolidated for trial,
briefing, and opinion. Respondent determ ned agai nst petitioners

deficiencies in Federal incone taxes and accuracy-rel ated
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penalties for tax years ending May 31, 1990, 1991, and 1992 as

foll ows:

Best Auto Sales, Inc.

Accur acy-
Rel at ed Penalty
Year Endi ng Defi ci ency Sec. 6662(a)
May 31, 1991 $79, 787 $15, 957
May 31, 1992 15, 413 —-
ABC Aut os, | nc.
Accur acy-
Rel at ed Penalty
Year Endi ng Defi ci ency Sec. 6662(a)
May 31, 1990 $97, 851 $19, 570
May 31, 1991 58, 432 11, 686
May 31, 1992 81, 560 16, 312

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

The primary issues for decision are:

(1) Whether petitioners are entitled to bad debt deductions
with respect to certain autonobile | oans;

(2) Whether petitioner ABC Autos, Inc., is entitled under
sections 1.471-2(c) and 1.471-4(c), Incone Tax Regs., to clained
write-downs of its used autonobile inventory to the | ower of cost

or market; and
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(3) Wiether petitioners are |liable for accuracy-rel ated

penal ti es under section 6662(a).

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

At the tine the petitions were filed, the principal place of
busi ness for each petitioner was |ocated in Tanpa, Florida.

During the years in issue, petitioners owned and operated
separate used autonobil e deal erships. Petitioners were engaged
in the sale of used automobiles to high credit risk purchasers
and in financing the purchase of the autonobiles at high interest
rates (e.g., 32 percent) over short repaynent periods (e.g., 1 to
2 years). Typically, under the autonobile |oans that petitioners
made, the purchasers (hereafter “debtors”) of the autonobiles
were obligated to make installment paynents to petitioners on a
weekly, biweekly, sem nonthly, or nonthly basis.

When | oan paynments due on petitioners’ autonobile |oans
becane delinquent, petitioners’ office personnel nailed to the
debtors past due notices and demand |etters requesting that the
del i nquent anounts due on the | oans be paid.

If the debtors failed to nmake the delinquent paynents due on
the autonobile loans within a few days or weeks after
notification, petitioners initiated repossession of the debtors’
aut onobi l es through a third-party autonobil e repossessi on agent.

After repossession of the autonobiles, petitioners notified the
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debtors by mail that the autonobiles would be sold unless the
debtors within 10 days nade the delinquent |oan paynments or fully
paid off the | oans.

Upon failure of the debtors to nmake the delinquent | oan
paynments or to fully pay off the | oans, the autonobiles would be
repurchased by petitioners at what were essentially private
sal es, and the autonobiles would be returned to petitioners’ used
autonobil e inventory for resale to retail custoners or to
whol esalers. In this manner, nmany of petitioners’ autonobiles
were sold, repossessed, placed back into petitioners’ autonobile
inventory, and resold a nunber of tinmes. Qccasionally,
aut onobil es to be repossessed were not |ocated, and occasionally
aut onobil es were voluntarily returned by the debtors.

For the years in issue, petitioners’ books and Feder al
corporation incone tax returns were prepared using the accrual
met hod of accounti ng.

CGenerally, wth regard to past due or delinquent autonobile
| oans, upon repossession or return of the autonobiles securing
the loans, all but $100 of the outstanding bal ance due on the
| oans woul d be charged off on petitioners’ corporate Federa
income tax returns as business bad debt deductions. The $100
anount was arbitrary and reflected the value, for tax purposes,
that was allocated by petitioners to each and every repossessed

or returned autonobile, regardl ess of nmake, year, and condition.
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Wth regard to delinquent |oans with respect to which the
aut onobi | es securing the | oans were not | ocated by petitioners’
repossessi on agent, the entire outstandi ng bal ance of the | oans
woul d be charged off on petitioners’ corporate Federal incone tax
returns as business bad debt deductions.?

Whet her a bad debt tax deduction relating to a particul ar
| oan and repossession was clainmed on petitioners’ corporate
Federal inconme tax return for the current tax year or for the
prior tax year depended on when the | oan origi nated and whet her
t he repossession of the autonobile occurred prior to the filing
of the tax return for the prior tax year. Wth respect to a
del i nquent | oan that had been made in the prior tax year and
where the repossession of the autonobile occurred in the current
tax year but prior to the filing of the corporate Federal incone
tax return for the prior tax year, the rel ated bad debt deduction
woul d be clainmed by petitioners on the tax return for the prior

tax year.

! The record is not conpletely clear as to how the anobunt of a
particul ar | oan chargeoff was cal cul ated for purposes of
petitioners’ financial books and records. Sonme evidence

i ndi cates that upon repossession or return of an autonobile
securing a |l oan, the amount of the chargeoff was calculated in
the same manner as it was cal culated for tax purposes (nanely,

all but $100 of the outstandi ng bal ance due on the related | oan
woul d be charged off). Oher evidence indicates that for
financi al book purposes upon repossessi on of an autonobil e
petitioners determ ned the whol esal e book val ue of the autonobile
and charged off only the difference between the | oan bal ance and
t he whol esal e book val ue.
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Wth respect to a delinquent |oan that had been nade in the
prior tax year and where the repossession of the autonobile
occurred in the current tax year but after the filing of the
corporate Federal income tax return for the prior tax year, the
rel ated bad debt deduction would be clained by petitioners on the
tax return for the current tax year.

For exanple, for the tax year ending May 31, 1990,
petitioner ABC Autos, Inc. (ABC), in Novenber of 1990 (before
filing its corporate Federal incone tax return for its tax year
endi ng May 31, 1990), charged off as bad debts $237,795 in
aut onobi l e | oans that were outstanding as of May 31, 1990, even
t hough the aut onobil es securing the | oans were repossessed
bet ween June and Novenber of 1990. In ABC s journal entry of
Novenber 17, 1990, reflecting the above chargeoff of $237,795, a
witten notation is made to the effect that the related | oans
“went bad in June-Nov. ‘907

Al so, on ABC s corporate Federal income tax returns for its
tax years ending May 31, 1990 and 1992, ABC s yearend total basis
inits used autonobile inventory was witten down under sections
1.471-2(c) and 1.471-4(c), Incone Tax Regs. No records were
mai nt ai ned by ABC to substantiate how these inventory wite-downs
wer e cal cul at ed.

After respondent’s audits were conpleted, on February 28,

1997, respondent issued to each petitioner a separate notice of
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deficiency for the years in issue in which respondent disallowed
t he above cl aimed bad debt deductions to the extent the
deductions clainmed on the tax returns were based on del i nquent
| oans with respect to which the autonobiles securing the | oans
were repossessed or returned (or identified as unlocatable) after
the end of the year for which, for Federal incone tax purposes,
the rel ated bad debt deductions were clained. The total anmounts
of petitioners’ claimed bad debt deductions disall owed by
respondent for each year were allowed to petitioners by
respondent as bad debt deductions for the imedi ately foll ow ng
year.

Respondent also, in the notice of deficiency issued to ABC,
di sall owed the inventory wite-downs clainmed by ABC for its 1990
and 1992 tax years.?

In addition, respondent determ ned agai nst petitioners

accuracy-rel ated penalties under section 6662(a).

2 Respondent’s notice of deficiency for 1990 issued to ABC
also reflects a related sec. 481 adjustnent that appears to be
mechani cal and not in dispute.



OPI NI ON

Bad Debt Deducti ons?

We review for an abuse of discretion respondent’s
determ nations under section 166(a)(2) to disallow deductions for
debts clained to be partially worthless, and respondent’s
determ nations in that regard will not be disturbed unless

plainly arbitrary or unreasonable. Brinberry v. Conm Ssioner,

588 F.2d 975, 977 (5th Gir. 1979), affg. T.C. Meno. 1976-2009;

Austin Co. v. Comm ssioner, 71 T.C 955, 971 (1979) (citing

Findley v. Comm ssioner, 25 T.C 311, 319 (1955), affd. per

curiam 236 F.2d 959 (3d Gr. 1956)).

CGenerally, to be entitled to deductions under section
166(a)(2) for debts clained to be partially worthless, taxpayers
have the burden of proving that, based on all the facts and
ci rcunst ances, the portion of the debts with respect to which the
deductions are cl ai ned becane unrecoverable by the end of the

year for which the deductions are clained. Austin Co. v.

Conmi ssi oner, supra at 971; Portl and Manufacturing Co. V.

Comm ssioner, 56 T.C. 58, 73 (1971), affd. w thout published

opi nion 35 AFTR 2d 75-1439, 75-1 USTC par. 9449 (9th Cr. 1975).

3 The parties treat and brief the issue as to the allowability
of petitioners’ claimed bad debt deductions relating to the

aut onobi | e | oans under the bad debt provisions of sec. 166. No
claimis made that the clainmed deductions should be all owed under
the | oss provisions of sec. 165.
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The fact that sonme paynents on debts becone delinquent,

standi ng al one, does not establish the worthl essness or

uncol lectibility of the debts or of any portion thereof.

M | enbach v. Conm ssioner, 106 T.C 184, 204-205 (1996).

A taxpayer’s business judgnent concerni ng whether debts in a
particul ar year are partially worthless, if clearly supported by
facts, may be sufficient to prove the partial worthl essness of

the debts for a particular year. Portland Manufacturing Co. v.

Conmi ssi oner, supra at 73.

Petitioners argue that the alleged “sound busi ness judgnent”
of petitioners has been established by the | oan del i nquenci es,
t he autonobi |l e repossessions, and the inherent nature of the
| oans made to high credit risk custoners. W disagree.

We perceive little “sound business judgnent” in petitioners’
met hod of charging off the loans in issue. Rather, petitioners’
met hod was arbitrary and unrelated to the exercise of any
meani ngful discretion with respect to particul ar | oans.
Essentially, because petitioners’ autonobile |oans were nmade to
hi gh risk custoners, petitioners would have us treat all of their
autonobil e | oans to custoners whose cars were repossessed as
i nherently worthless fromthe day the |loans originated. W
reject that treatnent. The facts of |oan delinquency and
aut onobi |l e repossession in a year, conbined with high risk

debtors, do not automatically establish the full or parti al
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wort hl essness of a loan for the year prior to the year in which
t he repossessi on occurred.
No facts extant at the end of May 1990, 1991, and 1992, have
been established by petitioners that woul d support the disputed

cl ai mred bad debt deductions for those years.

| nventory Wit e-Downs

Section 471 provides that a taxpayer should use a nethod of
accounting for inventory as prescribed by the Secretary that
clearly reflects the taxpayer’s incone.

| nventory should be recorded in a |egible manner, properly
conput ed, summari zed, and kept as part of the accounting records
of the taxpayer. Sec. 1.471-2(e), Incone Tax Regs.

When respondent determ nes that a taxpayer’s nethod of
accounting for inventory under section 471 is inproper, the
t axpayer has a heavy burden of proving that respondent’s
determnation is plainly arbitrary and constitutes an abuse of

di scretion. Thor Power Tool Co. v. Conm ssioner, 439 U S. 522,

532-533 (1979).

The Secretary’s regul ations provide that the | ower of cost
or market is an acceptable nethod of accounting for inventory.
Sec. 1.471-2(c), Incone Tax Regs.

Under the | ower of cost or nmarket nethod, as of the end of
an inventory period (e.g., as of yearend) the cost of each item

of inventory is conpared to its market value, and the | ower of
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the two is recorded as the basis of that itemof inventory for
tax purposes. Sec. 1.471-4(c), Inconme Tax Regs. |If as of
yearend the market value of inventory is lower than its cost, the
t axpayer “wites down” the basis of the inventory to the |ower
mar ket val ue, thereby reducing gross incone. See, e.g., Thor

Power Tool Co. v. Conm ssioner, supra at 530.

The wite-down of inventory fromcost to market val ue based
on nere estimates is not allowable. Sec. 1.471-2(f)(1), I|ncone
Tax Regs.

An official guide for used autonobiles may be used to
ascertain the market value of used autonobile inventory for
pur poses of determ ning the | ower of cost or narket val ue.

Br ooks- Massey Dodge, Inc. v. Conmi ssioner, 60 T.C. 884, 895

(1973) (citing Rev. Rul. 67-107, 1967-1 C.B. 115).

W t hout objective evidence such as books and records to
substantiate that itemby-item conparisons of cost to market
val ue were conducted by ABC in the calculation of its yearend
inventory wite-downs, we wll not disturb respondent’s
determ nation to disallow ABC s clained inventory wite-downs.

See Thor Power Tool Co. v. Comm ssioner, supra at 536; |nport

Specialties, Inc. v. Comm ssioner, T.C. Mno. 1982-41. The

testinmony of ABC s president that at yearend he nmade esti mates of
the value of the autonobiles does not provide a basis on which

the clained inventory wite-downs can be allowed in this case.



Accur acy-Rel ated Penalties

Under section 6662, accuracy-related penalties of 20 percent
are inposed on underpaynents of tax attributable to negligence or
to a disregard of Federal rules or regulations. Sec. 6662(a) and
(b)(1).

For purposes of section 6662, the term “negligence”
constitutes a failure to nake a reasonable attenpt to conply with
the I nternal Revenue Code, and the term “di sregard” i ncludes
carel essness, recklessness, and intentional disregard. Sec.
6662(c). “Negligence” also includes a failure by a taxpayer to
keep adequate books and records or to properly substantiate
items. Sec. 1.6662-3(b)(1), Incone Tax Regs.

Petitioners did not make a good faith attenpt to ascertain
whi ch | oans were worthl ess at yearend.

Also, ABC s failure to maintain records to substantiate its
inventory wite-downs constitutes negligence under section
6662(a). See secs. 1.471-2(e) and (f)(1), 1.6662-3(b)(1), Incone
Tax Regs. We sustain respondent’s determ nation of the section

6662 penalties.



To reflect the foregoing,

Deci sions will be

entered under Rul e 155.




